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TAXATION OR INFLATION 


r the financing of governmental costs there is a choice 

between taxing and borrowing. Although the borrow- 
ing may be from individuals, yet when it is done on a large 
scale the banks are almost certain to be involved, either 
through the direct purchase of government paper or 
through the absorption of securities originally sold to indi- 
viduals. The expansion of bank loans to government is the 
true source of the condition known as inflation. Thus, the 
choice of financing methods is, in essence, one between 
taxation and inflation.1 


Taxation is the taking of private wealth for public pur- 
poses without the obligation to give to the taxpayer an 
equivalent value in services or otherwise. Inflation is the 
creation of purchasing power through an expansion of the 
media of payment. Since private business is conducted 
largely on a credit basis, it is possible to get a certain degree 
of inflation through private credit expansion as well as 
through governmental borrowing. There are two important 
reasons, however, why private credit inflation can never 
be as serious as public credit inflation. 


The first reason is that business borrowers are constantly 
under obligation to validate the credits which they create. 
That is, they use the proceeds from the business done with 
the help of the credit accommodation to retire the debt. 
Government has no such obligation. On the contrary, it 
can force the people to accept the credit media created by 
its borrowing operations and to accept any or all extensions 
of maturity dates. Government can also convert its debt 
into paper money which has no maturity date. 


The second reason for the less serious character of pri- 
vate credit inflation is that the volume created tends to be 
regulated by the borrowers’ prospects of validation through 
repayment. It is normal that expanding business operations 
should involve a larger scale of credit; but the lenders are 
always free to curb the expansion by charging higher inter- 
est rates and by curtailing lines of credit when there appears 
to be danger of over-extension. Because of the governmental 
power to create money, and in recent years because of the 





Cf. The Tax Review, April, 1945. 
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governmental control over interest rates, no comparable 
free market test of the proper amount of public borrowing 
is possible. 

When a decision is made to defray a part of the cost 
of government by resort to loans rather than by the levy 
of taxes, the usual argument in defense of such a course 
is that taxation on the scale required would be too burden- 
some. The idea is that by providing funds through the 
inflation of bank credits and the currency it is possible to 
spare the people the burdensome consequences of taxaticn. 

This is an illusion, the attraction of which is largely 
attributable to the fact that taxation reduces the money in 
pocket while inflation increases the amount, but reduces 
the value, of the money in pocket. Thus, by paying govern- 
mental costs with purchasing power provided through an 
inflation of credit rather than through taxation, the onus 
of burdening the citizens can be shifted from government, 
where it would fall if taxes were levied, to the producers 
of goods and the operators of markets. Government can 
gain support and acclaim, temporarily, by supplying more 
money to relieve the economic suffocation, but such relief, 
provided through inflation, only draws the noose more 
tightly around the neck of the workers and the consumers. 

In other words, inflation involves burdens as does taxa- 
tion. In this respect it is much like taxation. In the broadest 
sense it may be called another form of taxation, in that 
it is a means of taking private income or wealth for public 
purposes without the obligation to give an equivalent value 
to the individual. 

The plain truth is that the operations of government 
always involve a burden. This burden is the necessary price 
of having government and of having it perform certain 
services. The nature and extent of these services and the 
quality of their administration determine their cost. The 
people must pay this cost, in one way or another. The 
essence of democratic control of government is that the 
people are presumed to balance the burden of the cost 
against the benefits of the services. As the burden rises 
and the benefits from additional services diminish, a balance 

is reached at which the activities of government are checked. 
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Such a technique of expefiditure control an 
far more effectively under taxation than under infla 

as the principal source of public funds. The effect of 
taxation upon the disposable income of the citizens is clear 
and easily perceived. Each taxpayer has less money to spend, 
after paying his taxes, and he can obviously buy less for 
himself. As long as the budget is balanced, which means 
no use of inflationary financing, the taxing process and the 
spending process together produce no appreciable effects 
upon the price level.1 Thus, taxation becomes a method 
of sharing the current product of goods and services be- 
tween the taxpayers as a group and the various groups 
which receive the money spent by government. For ex- 
ample, if taxes take 30 per cent of all income available 
for private disposition, then the taxpaying citizens will have 
only 70 per cent left, and can buy only 70 per cent of the 
current product, while the recipients of the public money— 
employees, pensioners, suppliers of materials, etc.—will get 
the other 30 per cent of the income and be in position to 
buy the other 30 per cent of the product. 

The financing of government through monetary and 
credit inflation involves a similar process of sharing the 
current product. This is most easily seen if it be assumed, 
for illustrative purposes, that there were no taxes and that 
the entire cost of government were to be met by issuing 
paper money and by selling government bonds to the banks. 
Then the citizens would retain the whole of their indi- 
vidual incomes gained through private economic effort, 
while the public employees and others who derive their 
incomes from government would receive purchasing power 
created by the inflation. Instead of there being a volume of 
income approximately equal to the value of the current 
product, the total purchasing power available for buying 
goods and services would be greater than this by the 
amount of the public spending. Since there would then be 
more money than goods, prices would rise. Each dollar 
of all income would buy less than before, and hence each 
person would be able to buy less than he could have bought 
otherwise. The rise in prices results in a sharing of the 
current product which is akin to the sharing that occurs 
when taxes are levied. 

It does not follow, however, that taxation and inflation 
are more or less on a par as methods of financing govern- 
ment. On the contrary, taxation is infinitely superior. One 
reason for this superiority is that taxes, even bad taxes, 
are imposed according to certain wules of procedure. An 
immense amount of effort has gone into the development 
of the organization and methods of tax administration. 
Whether one agrees or not with the philosophy underlying 
particular taxes, the officials who administer these taxes 
are always guided by definite rules and regulations, the 
objective of which is to assure a distribution of the tax 


1 Ibid. 
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burden among individuals in accordance with the terms 
of the tax law. Furthermore, there is always provision for 
review of tax assessments and for the relief of taxpayers 
who can show that the terms and conditions of the tax 
law were not properly and reasonably applied in their 
respective cases. While some individuals and some groups 
may feel that the share of the taxes which they pay, under 
any given tax system, is too high, it is still true that the 
imposition has been made under fairly definite and orderly 
procedures. 

On the other hand, there is no order, no systematic 
apportionment of the burdens under inflation. There is no 
relief procedure, and no means of protecting the people 
against its incidence, except a despotic governmental control 
of all prices and incomes. Such control would need to be 
truly despotic in order to prevent the rise of black markets 
in which the inflation would have full sway, and it would 
necessarily extend to so many aspects of private and per- 
sonal affairs as to involve the loss of individual freedom. 
This would be a terrific price to pay for the escape from 
taxation. 

Although the incidence of inflation is to some degree 
erratic, its worst effects fall upon those with relatively 
fixed incomes. Such persons are in the weakest position 
with respect to securing a continuous increase of money 
incomes as the price rise proceeds. This is a large group. 
It includes all, or nearly all whose income consists of 
wages and salaries; all who receive interest on bonds, 
savings deposits, etc. ; all who live on annuities or pensions; 
and all who have put their savings into life insurance. It is 
true that some workers may be able to obtain wage increases 
as prices rise, either through collective bargaining or 
through coercive action against employers. The wage in- 
creases, if sufficiently general to afford relief to any consid- 
erable number, will increase production costs and thus 
compel producers to revise prices upward. This is the 
familiar inflation spiral, in which rising wages, higher costs 
and higher prices operate in regular sequence, with prices 
tending to advance more rapidly than wages. 

The low income groups are the special concern of those 
who seek to ward off the burdens of taxation through re- 
sort to inflation. At the lower income ranges the principal 
form of income is wages and salaries. Hence, whether a 
lavish scale of government spending is to be paid for by 
taxation or by inflationary financing, there is no way of 
effectively shielding persons in these income groups from 
the burdensome consequences. This cannot be done, even 
by granting liberal tax exemptions to such persons. Because 
of the large proportion of total income payments that falls 
in the low income roups, every increase in the exemption 
narrows, disproportionately, the income base from which 
taxes are collected. This shrinkage of the tax revenue leads 
the more quickly to a deficit condition in which inflationary 
methods of financing become unavoidable. 
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A serious inflation, sufficiently prolonged, leads to some 
method of debt adjustment which involves other burdens 
for those who hold the debt. This adjustment may take 
the form of monetary devaluation or of outright repudia- 
tion such as occurred in Germany, Russia and other Euro- 
pean countries after the first World War. However it may 
be done, the repudiation is a kind of legalized robbery of 
those who made the loans. The lender gives the govern- 
ment funds which had a certain purchasing power at the 
time of the loan. Repudiation of the debt wipes out the 
lender’s claim. 

It is sometimes said that a sovereign government cannot 
become bankrupt, because as a last resort it can always 
print paper money and force bondholders to accept it in 
exchange for bonds. At best, this would be only a slim 
technical shield against bankruptcy, for the paper money 
is no more than a government promise in a form different 
from the bond. The bondholder is no better off with worth- 
less paper money than he would be with worthless bonds. 

Price level variations, however caused, may produce 
inequalities of purchasing power in the case of all lending, 
whether public or private. Those who lend when prices 
are low and are repaid when prices are high, get back 
dollars with less purchasing power than these dollars had 
at the time the loan was made. The reverse is true if the 
loan is made when prices are high and is repaid when 
prices are low. This situation has given rise to proposals 
for a standard of value which would always represent a 
constant amount of purchasing power. The practical diffi- 
culties of operating such a standard would be great, and 
as long as prices in general do not move too far in either 
direction the effects are probably cancelled out so far as 
concerns the whole group of lenders and debtors. Once 
a broad inflation gets under way and is furthered by con- 
tinuous public credit expansion, there is no opportunity 
for a reverse trend that would correct the inequity to which 
lenders are exposed. 

In any discussion of the relative merits of taxation and 
inflation as forms of government financing, there is likely 
to be reference to the experience of the present war for 
verification of the various arguments. Some have been 
inclined to question whether such inflation of credit as we 
have had has really hurt anyone very much. On the con- 
trary, they find some indications of apparent benefit. 

Thus, nearly everyone is at work who is able and will- 
ing to work. The absolute number of unemployed is smaller 
than it has been at any time since 1929. Further, many 
persons have been enjoying larger earnings than ever 
before. There is in evidence a certain spirit of buoyancy 
derived from the fact that so many have accumulations with 
which they plan to do something special after the war is 
Over, such as buying articles of particular interest and 
importance to the individual or the family, travel, or the 
enjoyment of a substantial period of leisure. Data compiled 
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by the Bureau of Labor Statistics indicate that average 
weekly earnings in manufacturing industries had risen, by 
December, 1944, to a level 99.6 per cent above the average 
for August, 1939, the month before the European war 
began. 

It is undeniable that some of the conditicns which we 
associate with general prosperity are present. The facts 
mentioned in the preceding paragraph are illustrative of 
these conditions. If it were possible to ignore all of the 
adverse and unpleasant circumstances in the situation, we 
could accept without too much difficulty the apparent gains 
which have been accomplished. 

For example, all of our people are not sharing in it. 
Upwards of 12,000,000 men and women have been taken 
into the armed forces. All of them are risking their lives; 
some have made the supreme sacrifice; none are enjoying 
the peace and quiet of civilian life which, despite the 
shortages of food, liquor, and gasoline, is still far more 
pleasant than foxhole life. Furthermore, we have been 
burning the candle of national resources at both ends. Our 
apparent prosperity has rested on an enormous rate of 
exhaustion of these resources, which have been converted 
into instruments of destruction instead of into implements 
for the improvement of well-being. 

Unfortunately, also, some of the conditions which we 
associate with inflation are also present, and others have 
been kept from view only by the drastic price, wage, and 
rationing controls. Black markets have appeared in many 
places and have frequently eluded all efforts at detection 
and eradication. There has been a succession of wage ad- 
justments which have escaped being direct violations of the 
wage formula only by technical subterfuges. There has been 
constant pressure from organizations of workers for further 
wage increases. 

Despite the price controls, there has been a price increase 
which in ordinary times would be considered substantial. 
By December, 1944, the wholesale price index for all com- 
modities was 40 per cent above the level of August, 1939. 
The wholesale index of farm commodities alone was 107 
per cent above the August, 1939 level. Retail prices in re- 
tail stores, according to the Department of Commerce, 
were 42.4 per cent above the August, 1939 level in Decem- 
ber, 1944. The cost of living index, which ignores the 
black markets entirely, had risen 28.8 per cent in the 
same time. These data suggest that there has been a 
ground swell of price inflation which could not be en- 
tirely held back. Whether that swell is to become a tidal 
wave, not to be restrained by any official action, will de- 
pend upon the policies adopted to preserve and assure 
public confidence in the future buying power of accumu- 
lated savings.1 

The illusory quality of war “prosperity,” in contrast 
with the real thing, may be illustrated by a comparison of 


1Cf. The Tax Review, May, 1945. 
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certain characteristics of the two types. The first point of 
comparison is the behavior of prices. 

Under war conditions, with as much inflationary financing 
as has been used in the present conflict, prices tend con- 
stantly to rise. They would skyrocket but for drastic controls. 
‘All semblance of normal price relationships disappears, 
with the result that a considerable unbalance develops in 
the production of such goods as are required for civilian 
use because of the unequal operation of the price controls 
at different points. Under a real prosperity there is no need 
of price controls. Unit prices tend downward with each 
advance in productive efficiency, and the free interplay of 
the myriad market forces and influences tends to bring into 
the market such quantities of the vatious types of consumer 
goods as the consumers may, be readyand willing to buy. 

With respect to wages, there is constant pressure under 
a war inflation for increases in an effort to keep pace with 
the rising cost of living. Under a real prosperity there may 
be agitation for wage increases, but the true standard for 
wage determination becomes the productive efficiency of 
labor rather than a constantly advancing cost of living. 

During a war inflation real income tends to decline for 
all and it certainly declines for those who cannot secure 
wage increases commensurate with the rise in prices. On 
the contrary, real income tends to rise for all under a gen- 
uine prosperity, as the gains of greater productive efficiency 
are passed along through better money incomes and lower 
production costs. 

Because of the constant rise of the public debt under 
war inflation methods of financing, there is growing doubt 
as to the redemption basis, and increasing fear that one 
may be robbed of a large part of the fruits of his labor 
through price increases, or of the whole fruits through 
debt repudiation in some form or other. Under a real 
prosperity there can and should be a steady reduction of 
debt. Such a policy strengthens confidence in the integrity 
of the currency and in the stability of its purchasing power. 
Economic vigor is promoted by the fading of the prospect 
of being robbed by inflation or debt repudiation. 

In short, “war” prosperity or any similar brand of pros- 
perity induced and sustained by fiscal techniques such as 
are used in wartime, rests on a psychology of fear—the 


fear of exorbitant prices, the fear of declining real income 
and lowered living standards, the fear of ultimate loss 
through debt repudiation. A real prosperity rests on the 
psychology of confidence and hope—the confidence that 
it is safe to make plans, that in making risk investments 
one faces only the hazards incident to the operation of 
economic forces and not, in addition, the hazards of fiscal 
skullduggery. There is also the hope that effort and capa- 
city may be duly rewarded. 

The conclusion of the matter is that the people must 
carry the cost of government as a current burden, however 
the funds may be provided for paying the bills. The em- 
ployees and the beneficiaries of the state are supported 
by receiving a share of the goods and services currently 
produced. They ‘obtain this share by spending the money 
incomes received from government, and the government 
obtains the money to make these payments either through 
taxation or through some form of credit inflation. The 
larger the share of current product that is absorbed by 
those whose purchasing power, as employees or benefici- 
aries is derived from government, the smaller is the re- 
mainder of that product to be divided among those whose 
incomes are not derived from government. The sharing 
may be accomplished through taxation or through infla- 
tion, but the important thing is this basic fact of sharing 
the current product. The whole course of history and ex- 
perience demonstrates that it is far better to use taxation 
than inflation for the purpose. When the policy of taxation 
is followed, the people are in a position to determine what 
portion of the fruits of their effort shall be devoted to 
public purposes. And in exercising this choice, they are 
in the best position to decide how far it may be worth while 
to go in the endeavor to increase the total output of goods 
and services. The measure of prosperity and well-being is 
the effort devoted to production and the output resulting 
from that effort. Such government as may be necessary 
should be paid for in the manner least detrimental to pro- 
ductive effort. Taxation rather than inflation is the safe 
and sound way to pay the bill. 

Harvey L. Lutz 
Professor of Public Finance 
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